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passed on to consumers. The franchise fees are directly passed through as a separate
line item on utility bills, similar to sales tax. Higher property taxes are also passed on to
consumers indirectly through higher rates.

Many communities view utilities as a stable and necessary source of revenues.3
As shown earlier, utility taxes comprise a large portion of the total revenues of certain
counties in Minnesota, thus creating a reliance upon utility tax revenues for many local
programs. But while the benefits are concentrated in specific geographic areas, the costs
are passed on to all of the utility's ratepayers, regardless of their location. Thus,
personal property taxes are, in fact, a hidden tax on all ratepayers.

Increasing competition and the movement toward restructuring the electric
industry are focusing attention on Minnesota's electric utility taxes and the need for
change. For example, a law passed by the 1996 legislature partially exempts certain
cogeneration plants from state property taxes. This legislation raises concerns about the
equity of the current utility property-tax structure and its effects on regulated utilities
and their ability to compete. Personal property taxes are costs that non-utility
businesses do not have to consider in setting their prices. Although franchise fees are
not factored into rates, a business that is not required to pass this cost on to consumers
will have a competitive advantage.

Another important consideration in evaluating the competitive position of
Minnesota utilities is the tax policy of surrounding states. While some state property-
tax systems are similar to Minnesota's, others differ significantly. For example,
Minnesota, Indiana and North Dakota assess utility property taxes at a state level. In
Illinois utility property taxes are assessed at a local level. States also differ in the types
of property subject to taxes. Unlike Minnesota, in Illinois public utilities pay no taxes on
personal property. However, electric and gas public utilities in Indiana, Iowa,
Michigan, Missouri, Nebraska, and North Dakota pay taxes on both real and personal
property. Property-tax valuations also differ. For example, in Minnesota, Iowa,
Michigan, Missouri and Nebraska public utility property is valued using a combined
cost and income approach. In contrast, in Illinois and Indiana public utility property is
valued using a cost-based approach. The cost approach to property valuations includes
the cost of ongoing additions. As a result, a combined cost and income approach
generally results in lower property valuations than a cost-based approach, because
plant additions grow at a faster rate than utility income.

- In Wisconsin electric-and gas public utilities-pay a license fee on gross revenues

in lieu of paying property taxes, excluding special assessments for local improvements.
Wisconsin has assessed license fees on a central basis since 1985. Although it has not

‘

3 This perception is due, in large part, to the higher rate of property taxes levied on utilities.
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yet conducted a comprehensive study, the Wisconsin Department of Revenue believes
that license fees generate less revenues than property taxes.

Table 7 illustrates how Minnesota's property-tax system compares to other states'
systems. Note that the real property tax under a cost-based approach results in a lower
tax than a real and personal property tax under a combined cost and income approach,
while a real and personal property tax under a cost-based approach results in a higher
tax.

TABLE 7
COMPARISON OF STATE PROPERTY TAXES
FOR ELECTRIC AND GAS UTILITIES*

TAX REAL TAX REAL & PERSONAL TAX REAL & PERSONAL
PROPERTY, PROPERTY, COMBINED PROPERTY, COST
COST APPROACH COST & INCOME APPROACH APPROACH
I MN, IO, MI, MO, NE, ND IN

* Note that Wisconsin is excluded from this groperty-tax comparison because the state imposes a license
fee on electric and gas public utilities based on gross revenues in lieu of property taxes.

V. CONCLUSIONS AND RECOMMENDATIONS

In Minnesota utilities are assessed taxes that do not apply to non-utility
businesses. These costs place utilities at a competitive disadvantage as they are passed
on to ratepayers. Franchise fees are theoretically collected to offset the specific costs
imposed by utilities, yet are usually treated no differently from other sources of revenue
and put in the general fund. The personal property tax, a tax assessed only on utilities
in the State of Minnesota, is essentially an additional, hidden tax on consumers.
Increasing competition in the electric industry will exacerbate the problems of an
"uneven playing field for utilities."

To address these concerns and place utilities on a more even playing field with
non-utility businesses, the Department recommends the following;:

e Identify clearly to consumers all taxes included in utility rates .
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Treat utilities and non-utility businesses similarly for tax purposes.

Subject providers of equivalent services to the same franchise fees and terms.
Track franchise fees to ensure that these taxes are used only for franchise-
related purposes.

Investigate whether the ability of Minnesota utilities to compete with out-of-
state businesses is impeded due to varying tax policies among states.
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DEPARTMENT'S APPROACH TO
ESTIMATING SOURCES OF STATEWIDE ELECTRICITY CONSUMPTION

Gathering data on electric consumption in Minnesota is relatively
straightforward. But determining the sources of the electricity used to serve Minnesota
consumers poses unique challenges not encountered in other energy sectors. The
thorniest complication is that state boundaries have little relevance for electrical
generation and transmission. The most relevant entities in the electric network--
utilities, control areas, power pools and interconnections--do not coincide with state
boundaries. Many utilities operate in more than one state and purchase and sell energy
to utilities in still other states. Electricity flows freely over a network encompassing
many states. In fact, the entire Eastern United States constitutes one "interconnection."

As a result, the energy used to serve Minnesota consumers comes from resources
located throughout the Upper Midwest, Canada and beyond. Any estimate of sources
of electricity used to serve Minnesotans must account for this remote generation, and
also recognize that much of the energy from generating units in Minnesota is used to
serve consumers in other states.

These complications do not prevent us from gathering meaningful data on the
sources of Minnesota's electrical energy; it just means that we need to be careful to
explain what the data does and does not capture. There are at least three possible ways
to present "state" data on electrical generation.

e Use 100 percent of the production of all generating units located within
Minnesota's borders.

e Use an allocated portion of the production of all generating units located
within Minnesota's borders.

o Use an allocated portion of the production of all generating units used to
serve Minnesota consumers, regardless of whether the unit is located in
Minnesota.

In this Report the Department adopts the third approach. In most cases our intent is to
identify the sources of the electrical energy used to meet the needs of Minnesota
consumers. We can then estimate how much of our electricity comes from various
types of electrical generation--such as nuclear, coal, natural gas, wind, etc. Limiting
ourselves to generation from Minnesota units would misrepresent the mix of resources
used to serve Minnesotans.
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To implement this approach the Department first attempts to identify and break
down all generating units used to serve Minnesota's energy needs by owner/operator.
We then allocate a portion of the output of each unit to Minnesota. The allocation factor
is the percentage of the owner's load that is in Minnesota. To the extent possible we
also isolate the sources of firm purchases used to serve Minnesotans, and apply the
same percentages to these purchases.

For example, since Minnesota consumers use approximately 76 percent of the
total energy produced by Northern States Power Company (NSP), the Department
attributes 76 percent of the energy from NSP's plants and firm purchases to Minnesota
consumers. This allocation applies to all of NSP's units, regardless of whether they are
located in Minnesota, Wisconsin or elsewhere.

In contrast, only 13.1 percent of Interstate Power Company's (Interstate)
generation is used to serve consumer needs in Minnesota. Consequently, the
Department allocates 13.1 percent of the energy from Interstate's generating units to
Minnesota. Again, this approach holds regardless of where the unit is located.

Finally, all of the output of small wind generators in the State is assigned to
Minnesota, as is the output of any generator owned and operated by a Minnesota
customer for the customer's own needs. But the production of a large wind project
selling all of its energy to NSP, such as the 25-MW wind project in Lake Benton, is
allocated as if it were one of NSP's generating units (as explained above).

One ramification of this approach is that only a small percentage of the output of
some plants in Minnesota (such as Interstate's Fox Lake steam plant) are treated as
"Minnesota" generation, while a large percentage of the output of some remote plants
(such as the Coal Creek plant in North Dakota) are included. Again, these examples
illustrate that the generating mix in the State of Minnesota is a poor indicator of the mix
of units used to serve Minnesota consumers.

Unless otherwise noted, data on electric generation in this Report is derived from
the approach explained above. In a couple instances we depart from this approach and
estimate production from all generating units within the State, regardless of whether all
of their output is used to serve Minnesota consumers. These estimates are particularly
relevant for renewable resources, as one of our goals is to foster a renewable energy
industry within the State. The cases where we use this approach are clearly identified
in the text. : :

Another complication is that electrical energy, as opposed to other forms of
energy, is commonly expressed in watt-hours. Whenever possible we express electrical
generation in terms of watt-hours to avoid the need for converting electrical energy to
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BTUs. This method is acceptable when we are dealing only with the electricity sector
and not comparing consumption or generation across energy sectors. But any
comparison of energy data across sectors requires a conversion of electrical usage or
generation to BTUs. Due to huge energy losses in the generation and transmission of
electricity, such comparisons depend critically on whether we are focusing on "end-use"
energy or "primary"” energy. (These two measures of energy use are explained and
illustrated in Chapter 2.) Many of the figures in Chapters 2 and 7 compare data across
industries. In these cases the Department uses reasonable conversion factors to express
electrical watt-hours in terms of BTUs.

These conversion factors are difficult to pinpoint, because individual fuels have
different Btu contents. Even the same fuel (e.g., coal) has considerable variability in Btu
content, depending on its composition. In most cases the Department uses established
Btu conversion factors. But the energy content from some sources (particularly wind,
solar, and hydro) is difficult to define, because the energy from these resources is not
derived by combusting a material that has an estimable Btu content. In such cases, the
Department uses conversion factors that have a reasonable and simple theoretical basis
and which best illustrate the relative contributions of these resources. Specifically, the
alternative energy resources listed above are considered to contain 10,500 Btus per kWh
of electricity produced, which is the average Btu content of coal used to produce 1 kWh.
Thus, 1 kWh from wind, solar or hydro resources is treated in the same manner as 1
kWh from coal. The Department believes this conversion is reasonable: Alternative
energy resources are substitutes for other, more traditional electric resources. The
largest of these traditional resources is coal.

v—
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